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Will Not Promote Economic Growth

Proponentsof estatetax repeal argue
that eliminating thetax would signifi-
cantly reduce taxes on capital, en-
courage saving and investment, re-
ward entrepreneurship, and promote
economic growth. This paper dis-
cusseswhy these claimsaregreatly
exaggerated and even mideading:

Repeal would affect few families
and havelittleimpact on total capi-
tal accumulation. Theestatetax is
simply not afactor for most Ameri-
cans. Very few estates are large
enough to requirethefiling of anes-
tatetax return; an even smaller num-
ber arelargeenoughto oweany taxes.
Thetax itsalf isvery smal relativeto
family net worth. Repedlingatax with
such limited scopewill not makemuch
differenceinan economy with acapi-
tal stock aslargeasthat of the United
States.

Repeal would have a small and un-
certain effect on private saving.
Thereisno convincing evidencethat
reped of theestatetax wouldincrease
private saving; economictheory pro-

vides plausible reasons why repedl
might even decrease saving.

Repeal will reduce national saving
and hurt economic growth. Theloss
of federd and staterevenuesfromre-
peal of the estate tax would cause a
reductionin public saving that would
belarger thanany increasein private
saving. With no offsetting budget
changes, nationd savingwouldfdl; in
the long run this would reduce the
nation’scapital stock and nationa in-
come.

Repeal would have little impact on
family-owned businesses and
farms. Most family-owned busi-
nessesand farmsaretoo small toowe
any estatetax, and evidenceisscant
that estatetax considerationsplay an
important rolein entrepreneurial de-
cdgons

Repeal will not provide substantial
compliance cost savings. Arguments
that theadminigrativeand compliance
costs of the estate tax are large and

burdensomearegreatly exaggerated, and
repeal would provideno significant sav-
ings

Repeal would affect few familiesand
havelittleimpact on total capital ac-
cumulation.

Very few estates need to file an estate
tax return, and even fewer estatesowe
any tax. About 100,000 estate tax re-
turnswerefiledin 1999 and fewer than
50,000 estatesincurred any tax. Only
about 2.2 percent of adult deathsin 1999
produced taxable estates (Table 1).

Most Americans leave modest estates
whenthey die. Current rulesfor thees-
tatetax exempt all but thelargest estates.
Asof 2002, only estates valued in ex-
cessof $1 million needtofilean estate
tax return. Many estatesthat exceed the
filing threshold till will not oweany tax.
Current law alowsan unlimited exemp-
tionfor transfersto asurviving spouseor
giftsto charities, and exemptsthefirst $1
million of theremaining net estate after
deducting debts, funeral expenses, and
adminigrative expenses.
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Under the provisonsof the Economic
Growthand Tax Relief Reconciliation
Act of 2001 (EGTRRA), the estate
tax exemptionisscheduledtoincrease
to $1.5millionin2004, $2 millionin
2006, and $3.5 millionin 2009. In
2010thetax isrepeded, butitisre-
instated initspre-EGTRRA formin
2011.

Becausethe exemption applies sepa-
rately to the estate of each spousein
a married couple, couples who do
somesimpleplanning cantransfer $2
million (risng to $7 millionin 2009)
tother heirswithout incurring any es-
tatetax.

In addition to these tax-exempt be-
quests, individua scan make substan-
tial tax-freetransferswhilethey are
gl living. Giftsof upto $11,000 per
recipient per year do not incur estate
or gift tax. Thusacouplewithtwo
children could transfer $44,000 tax-
free each year ($11,000 per parent
to each child), and considerably more
if they also made transfersto their
grandchildren and their children’s
SPOUSES.

Among taxableestates, thosewiththe
highest grossvalue pay most of the
tax. Of the $23 billion paid in estate
taxesin 1999, morethan 50 percent
of the tax was paid by the 6.6 per-
cent of estateswith grossvauesinex-
cessof $5million (Table2). The0.9
percent of taxable estates valued at
morethan $20 million paid taxes of

$5.5hillion, nearly one-quarter of the
totd.

Total estatetaxespaidinany year rep-
resent avery small fraction of house-
hold net worth. Thetota net worth of
the househol d sector exceeded $41.6
trillionin 1999.! The gross value of
taxable estateswas $119.2 billionin
that year, less than 0.3 percent of
household net worth. The estatetax
itself claimed lessthan 0.06 percent
of household net worth.

Among taxable estates, the average
tax was less than 20 percent of the
gross value of the estate (Table 3).
Theaveragetax ratewasonly 5 per-
cent for estateswith grossvaueof less
than $1 million. Theaveragetax rate
waslower for estatesvalued at more
than $20 millionthan it wasfor estates
vaued between $2.5 million and $20
million. Thisreflected proportionately
much larger charitable deductionsfor
the highest-val ued estates.

Repeal would haveasmall and un-
certain effect on private saving.

If the estate tax wererepeal ed, people
planning toleaveabequest might save
either more or less than before, de-
pending upon their reasonsfor sav-
ing. But therepeal of thetax would
generdly causethosereceivinganin-
heritanceto saveless.

Thereasons peopleleavebequestsare
complex and not well understood. For
thosewho plantoleaveabequest there
Issomeincentiveto savemorebecause
each dollar saved contributesmoreto
the eventual bequest. However, be-
causeitisnolonger necessary to save
asmuchtoleavethe samesizebequest
as before (or even alarger bequest),
people may end up saving less, par-
ticularly if they haveatarget amount thet
they wish to bequeath.

But not dl bequestsareplanned. Some
peopleleave bequests by “accident”
simply becausethey accumulate more
than they need to meet their needsin
old age. For these accidental savers,
repeal of the estate tax should haveno
impact on saving.

Whiletheeffect of repeding theestate
tax isuncertainfor peopleleaving abe-
quest, theeffect on recipientsisclear.
As a number of studies have docu-
mented, anincreasein or eventhean-
ticipation of receiving wealth encour-
ageslesswork and saving among in-
heritors, particularly thosereceiving
largeinheritances? That is, peoplewho
receiveinheritancescanwork lessand
savelesswhile enjoying the same or
higher standard of living.

It issometimesargued that the estate
tax discouragessaving becauseit taxes
wedth that hasalready been subject to
theincometax. However, asignificant
portion of theva ue of estatesconsists
of increasesinthe value of assetsthat
has occurred sincethetimethey were
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acquired. Such unrealized capital
gains were not subject to income
taxesduring the person’slifetime.
Moreover, under current law, most
wesdlth passed onto heirswill escape
theincometax entirely, becausethe
tax basisfor any assetswith unreal -
ized capital gainsis* stepped-up” to
the current value of theasset. This
eliminatesany incometax on appre-
ciation of the asset that occurred
prior tothetransfer. Thus, heirsare
subject toacapitd gainstax onthese
assetsonly if they later realizethe
gains(sdl theassets), at which point
thecapitd tax appliesonly tothe ap-
preciation that hasoccurred sncethe
inheritance.

Under the current provisionsfor es-
tate tax repeal in 2010, accrued but
unrealized capital gainswould no
longer automatically escapetaxation,
because the tax basis would no
longer change when the assetsare
transferred to heirs. Instead, inher-
ited assetswould retain their original
basis. Thelaw, however, providesa
$1.3millionexemptiontothiscarry-
over basisrulewith an additiona $3
millionexemptionfor transferstoa
surviving spouse. Those amounts
will beadded to thebasisof existing
assetswhenthey aretrandferred. The
exemption ensuresthat most people
will ftill pay notax onthe unredized
capital gainsinthewealth they in-
herit. Insome cases, wherethees-
tate consistsof very large accrued
capital gainsand/or substantial debt,

thetax on capital gainswith carry-
over basiscould exceed thetax that
would have been paid under the es-
tatetax.

A recent study estimated that 36 per-
cent of wealthin all taxable estates
wasintheform of unrealized capita
gainsthat were not subject tothein-
dividud incometax.® For estatesthat
exceeded $10 million, thefigurewas
56 percent. Small businesses and
farmswereevenlesslikdy than tax-
ableestatesin general to have paid
capital gainstaxes. Thestudy found
that 82 percent of all businessand
farm assetswithin estateslarger than
$10 millionwere unreaized capital
gains. Inother words, thevalue of
themajority of large estatesand the
vast mgority of largefarm estateshas
never been taxed by theincometax
System.

Repeal will reducenational sav-
ingand hurt economicgrowth.

Economic anaysisof the effects of
tax changeson economicgrowthare
often based on revenue-neutral ex-
ercises, in which any revenueloss
fromthe estatetax isassumed to be
offset by arevenue gain somewhere
else that leaves public saving un-
changed. However, totheextent that
repedling theestatetax isan alterna-
tiveto debt reduction, thisanayssis
incomplete. Thelossinnationd sav-

ing dueto lessdebt reduction or larger
deficitsisvery likely toexceed any gain
fromtherepeal of the estatetax.

Theten-year cost of the estatetax pro-
visionsinlast year’stax cut mask the
permanent cost of repeal. The estate
tax isnot fully repealed until 2010, and
thenisreinstated in 2011. The Joint
Committeeon Taxation (JCT) estimated
that theestatetax provisionsof the 2001
Tax Act will cost $138 billion between
2002 and 2011, but that the cost of per-
manent repeal would be $56 billionin
2012 aone. If theannual cost of per-
manent repeal wereto grow only at the
samerate asthe economy, therevenue
lossinthedecade after repeal would be
intheneighborhood of three-quartersof
atrilliondollars.

Federal estate tax repeal would hurt
state budgets, too. Current federal law
providesacredit for stateestateandin-
heritancetaxesthat allowsestatestore-
ducetheir federa etatetax ligbility dollar
for dollar, up to acertain percentage of
thefederal liability (16 percent for es-
tates over about $10 million). Most
statescollect a“pick up” tax onthees-
tate based on the dollar amount of the
federal credit, asreported on the fed-
eral estatetax return. Somestateslevy
their owninheritancetax and collect an
additiona tax to absorb any remaining
federd credit. The 2001 Tax Act gradu-
ally phases out the credit for state es-
tate and inheritancetaxesbeginningin
2002, replacing it with adeduction be-
ginning in 2005; thisoccurswhilethe
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federal estate tax is reduced and
eventudly repealed. Thus, the2001
Tax Actwill effectively diminatees-
tate and inheritancetaxesfor most
satesaswdll.

Staterevenuefrom*pick-up” andin-
dependent estate taxesamounted to
$7.5hillioninfiscal year 1999. In
most Satesthisrevenueis1to 3 per-
cent of their total tax revenue. Ac-
cording to oneestimate, therevenue
lossfor the states could beasmuch
as$18.5 billion per year when the
federal estate tax is repealed in
2010.# Most of that loss would
come from the loss of the federal
credit for sate estate and inheritance
taxes, withtheremainder duetothe
likely pressure there would be for
states to repeal their own supple-
mental estate or inheritancetaxes.

Theselossesin government saving
arehugerdativetoany plausblees-
timate of the stimulusto private sav-
ing fromreped of theestatetax. On
balance, the net effect of repealing
theestatetax will dmost surely bea
declinein nationd savingthat would
hurt capital formation and growth.

Repeal would havelittleimpact
on family-owned businessesand
farms.

Farmsand family-owned businesses
aready get specia treatment under
the estate tax through three main

channds. ahigher effectiveexemp-
tion, tax deferral, and preferentia
valuation of assets. Qualifiedfam-
ily-owned business can deduct an
additional $675,000in additionto
other deductions and exemptions.
Thefamily-owned businessdeduc-
tion isrepealed in 2004 when the
exemptionamount applicabletoall
estatesrisesto $1.5million. Fam-
ily-owned businesses can pay the
estate tax in installments over 10
years, after deferring paymentsfor
upto5years. Theestate paysonly
interest for thefirst fiveyears, witha
low interest rate of 2 percent apply-
ing to approximately thefirst $1 mil-
lionintaxablevadue. Findly, family
farmsand certain other businesses
canvaluetheir land at itsvaluein
current userather than fair market
value. To qualify for current-use
vauation, heirsmust continueto use
thelandinitscurrent usefor at least
10years.

Most taxable estates are not farms
or family-owned businesses. In
1999, only 642 taxable estates—or
only 1.4 percent of the 47,482 tax-
ableestates—had farm assetsequad
to at least half of the gross estate
value(Table4). Thesefarm estates
paid an even smaller share of total
estatetaxes (0.7 percent). Only 1.1
percent of taxable estateshad sig-
nificant small-businessassets (with
closdly held-stock or non-corporate
businessassetsequd to haf or more
of thegrossestate), and these busi-

nessespaid just under 4 percent of to-
tal estatetaxes.

Very few of thefarm-owner and busi-
ness-owner heirswho pay estatetaxes
lack enoughliquid assetsto pay thetax.
Even without accounting for the spe-
cia exemptionsgranted to thesefam-
ily-owned businessesand farms, only
3to4 percent of all estateswould be
at risk of lacking enough liquid assets.
Giventhelarger exemptionavailableto
small businessesand farmsunder cur-
rent law, aCongressiona Research Ser-
vice anaysisconcludesthat thefrac-
tion of these businessesthat would be
forcedtoliquidateto pay thetax is“d-
most certainly no more than apercent
orso.”®

Evenif few small businessesactually
pay theestatetax, itissometimesar-
gued that thetax could inhibit business
expanson. For example, a1999 andy-
sgsexamined asampleof busnessown-
ersand found anegative correlation be-
tween potential estate tax liability
(based ontheowners' current level of
wealth) and employment growth in
those businesses.® But as other re-
searchershave pointed out, thisanaly-
sisdid not control for the effect of the
owner’sageand may ssmply be pick-
ing up thenatural “lifecycle” of busi-
nesses.” In other words, older owners
aremorelikely to have higher wealth,
but they are also more likely to own
businessesthat have reached astable
size (due to the age of the business
rather than the burden of potential es-
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tatetaxes). Infact, oneinterpretation
of thisanalyssisthat thecausationruns
the other way: itisnot that potential
estatetax liability causesfirmsto grow
more slowly, but rather that the fast-
est-growing, “entrepreneurial” busi-
nessesarenot the onesthat would face
theestatetax at all.

Repeal will not providesubstantial
compliance cost savings.

It is sometimes argued that the eco-
nomic costsof complyingwiththees-
tate tax are greater than the revenue
raised by thetax, suggesting that we
would bebetter off without thetax. But
the size of these compliance and ad-
ministrative cogts, and theimplications
for theeconomy, have been greetly ex-
aggerated and mischaracterized.

Compliancecostsareasmall fraction
of estatetaxescollected. For example,
one study combined | RS estimates of
the costs of administering gift and es-
tatetaxeswith survey informationfrom
tax and estate practitioners, in order
to estimate the combined cost of ad-
minigration, planning, and compliance.
That study concludesthat thetota cost
of dl theseactivitiesisonly 6to 9 per-
cent of revenues®  Although therange
of estimatesintheliteratureasawhole
isvery broad (in fact reaching up to
100 percent of revenues), themorere-
liable estimates—given data sources
and methodology—are on the lower
end of therange.® But whatever the

number, these are estimates of the
entirety of estate tax compliance
costs, most of which goestoward
theincomesof lawyers, financid
planners, and IRSemployees. For
the most part, these represent re-
distribution within theeconomy but
not anet lossto the economy.

Most of these costswould not dis-
appear if the estate tax were re-
peded. Estateswould still needto
be settled and incometaxesfiled.
The study cited above concludes
that the processand effort goinginto
estate planning “would not be sub-
santialy different if therewereno
estatetax.” Other estatetax attor-
neyshavesaidthat many newtypes
of tax-avoidance schemeswould
emerge upon repeal of estate and
gift taxes, withthefocusshifting to-
ward the income tax system and
ways to reduce or avoid capital
gainstaxes. Infact, becauseof the
way EGTRRA changesthetreat-
ment of capital gainsinreturnfor
repeal of the estatetax, thereport-
ing requirements and associated
compliance costs will not be re-
duced. Instead, theemphasisof the
IRSwill merdy shift from determin-
ing the value of the taxable estate
of the decedent to establishing the
“carryover basis’ for assetstrans-
faredatdegth® Thus, suggestions
that thevariety of compliancecosts
associated with theestate tax would
smply disappesr if thetax werere-
peded areextremely unredistic.
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Table 1. Taxable Estate Tax Returns as a Percentage of Adult Deaths,

1990-1999
Total Adult Deaths Taxable Estate Tax TF{:Z(Ericbel(reltzzfg;u(r)rflLT‘A:’ZIITJI(:l
Returns Deaths
1990 2,079,034 24,456 1.18
1991 2,101,746 26,277 1.25
1992 2,111,617 27,243 1.29
1993 2,168,120 32,002 1.48
1994 2,216,736 32,471 1.46
1995 2,252,471 36,620 1.63
1996 2,314,254 41,331 1.79
1997 2,391,399 42,901 1.79
1998 2,337,256 47,483 2.03
1999 2,314,245 49,870 2.15

Source: Datafor 1990 —1996 are from Internal Revenue Service, Estate Tax Returns as a Percentage of Adult Deaths, Selected Years of
Death, 1934-1996. SOI Bulletin, Spring 2001. Datafor later years are from Internal Revenue Service, Statistics of Income Divisions,
unpublished data, and Center for Disease control and Prevention, National Center for Health Statistics, Vital Statistics for the United States,
volume 49, Number 8.
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Table 2: Taxable Estate Tax Returns Filed in 1999: Distribution
of Gross Estate and Estate Tax, by Size of Gross Estate

(Money amounts in thousands of dollars)

Size of Gross Gross Net Estate Total
Returns Transfer
Estate Values Tax
Tax (1)
All Taxable Returns 49,870 119,176,309 (22,950,126 | 30,209,768
Percent of Total
0.6 millionto 1 38.4 13.3 35 4.0
million
1 millionto 2.5 44.6 278 233 222
million
2.5 millionto 5 10.5 14.9 19.9 18.7
million
5 millionto 10 4.1 11.8 17.0 16.3
million
10 million to 20 15 8.8 125 12.6
million
Over 20 million 0.9 233 239 26.2

Source: Internal Revenue Service, Statistics of Income Divisions, unpublished data. Revised May 2001.
(1) Net estate tax plus credits for federal gift taxes previously paid, state death taxes, and foreign death taxes.
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Estate Tax, and Tax Rate, by Size of Gross Estate
(Money amount in dollars)

. Aver Net Estat Transfer T
Size of Gross Average | Average Net verage elEstate anster fax
Transfer Tax Tax Rate Rate
Estate Gross Estate | Estate Tax
(1) (percent) (percent)
All Taxable 2 389 740 459,598 605,770 19.2 25.3
Returns
06milionto1 | o,7 594 42,015 63,462 51 77
million
1milionto 2.5 1) 491 742 239,732 301,141 16.1 20.2
million
25milionto 5 1 5 /59 645 876,323 1,081,936 25.7 317
million
Smilionto 10 | aey 102 | 1902819 | 2402748 27.8 35.1
million
10milionto 20 |\ 13691073 | 3706864 | 4.950,883 271 36.2
million
Over 20 million | 59,567,291 | 11,706,552 | 16,975,197 19.7 285

Source: Internal Revenue Service, Statistics of Income Divisions, unpublished data. Revised May 2001.

(1) Net estate tax plus credits for federal gift taxes previously paid, state death taxes, and foreign death taxes.

Table 3: Taxable Estate Tax Returns Filed in 1999: Average Gross Estate,
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Table 4. Taxable Estate Tax Returns Filed in 1998: Gross Estate and Es-
tates with Farm or Business Assets Equal to at Least Half of Gross Estate

(Money amounts in thousands of dollars)

Percent of | Percent of
Size of Gross Estate Number of Gross Estate Net Estate | Percent of Gross Net Estate
Returns Tax Returns
Estate Tax
All Taxable Returns 47,482 103,020,298 | 20,349,840 100 100 100
Returns with Farm
Assets Equal fo at 642 939,120 | 150,873 14 0.9 0.7
Least Half of Gross
Estate (1)
Returns With Business
Assets Equal fo at 521 4,138,873 | 791,459 11 4 3.9
Least Half of Gross
Estate (2)
Returns With Business
and Partnership Assets | 7 5,614,943 | 1,061,468 | 16 5.5 5.2
Equal to at Least Half of
Gross Estate (3)

Source: U.S. Treasury, Office of Tax Analysis, unpublished tabulations.
(1) Farm and farm real estate assets equal to at least half of gross estate.

(2) Closely held stock and non-corporate business assets equal to at least half of gross estate.

(3) Closely held stock, non-corporate business, and partnership assets equal to at least half of gross estate.
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